CHAPTER 33

Interest Rates and Monetary Policy

Chapter 33 is the third chapter dealing with money and
banking. It explains how the Federal Reserve affects out-
put, income, employment, and the price level of the econ-
omy. Central bank policy designed to affect these variables
is called monetary policy, the goal of which is price-level
stability, full employment, and economic growth.

The work of the Fed focuses on the interest rate and
supply and demand in the market for money. The total
demand for money is made up of a transactions demand
and an asset demand for money. Because money is used
as a medium of éxchange, consumers and business firms
wish to hold money for transaction purposes. The quantity
of money they demand for this purpose is directly related
to the size of the economy’s. nominal GDP.-

Money also is used-as a store of value that creates an
asset demand. Consumers and businesses who own as-
sets may choose to have some of their assets in the form of
money (rather than in stacks, bonds, goods, or property).
Holding money, however, imposes a cost on those who
hold it. This cost is the interest they lose when they own
money rather than an interest-earning asset such as a
bond. Consumers and businesses will demand less money
for asset purposes when the rate of interest (the cost of
holding moneyy} is high and demand more money when the
rate of interest is low; the quantity of money demanded as
an assel is inversely related to the interest rate.

The total demand for money is the sum of the transac-
tions demand and the asset demand. It is affected by both
nominal GDP and the rate of interest. The total demand
and the supply of money determine interest rates in the
market for money. The inverse relationship between bond
prices and interest rates helps this market adjust to short-
ages or surpluses of money. '

The chapter explains how the Federal Reserve achieves
its basic goal. I this discussion, attention should be paid to
the following: (1) the imporiant items on the balance sheet of
the Federal Reserve Banks; and (2) the four major controls
available to the Federal Reserve, and how the employment
of these controls can affect the reserves, excess reserves,
actual money supply, and money-creating potential of the
banking system. The most imporiant control is the buying
and selling of government securities in the open market.

The Federal Reserve targets the Federal funds rate be-
cause it is the interest rate it can best control. This rate is
the interest rate that banks charge each other on overnight
loans of temporary excess reserves. The Federal Reserve
uses open-market operations to sell government securi-

} ties and this increases the excess reserves of banks, thus .

+ lowering the Federal funds rate. In this case, the Federal

Reserve is pursuing an expansionary monetary policy that
increases the money supply and decreases interest rates.
Conversely, the Federal Reserve can buy government se-
curities and decrease excess reserves, and thus raise the
Federal funds rate. In this case, the Federal Reserve is
pursuing a restrictive monetary policy that decreases the
money supply and increases interest rates.

Professors McConnell and Brue follow the discussion of
the Federal funds rate with an explanation of how changes
in the money supply ultimately affect the economy. They
achieve this objective by describing how the demand for
money and the supply of meney determine the interest
rate (in the market for money), and how the interest rate
and the investment demand schedule determine the.level
of equilibrium GDP. The effects of an expansionary mon-
etary policy or a restrictive monetary policy in this cause-
effect chain are illustrated with examples and summarized
in Table 33.3. Changes in monetary policy shift aggregate
demand across the aggregate supply curve, thus chang-
ing real output and the price level,

One of the concluding sections of the chapter evaluates
monetary policy. The major strengths. are related to its
speed and flexibility and isolation from political pressures.
The Federal Reserve has had many successes since the
1890s in countering recession by fowering the interest rate
and in controlling inflation by raising the interest rate.

Monetary policy, however, is not without its problems
or complications. There can be lags between the time
actions are taken and the time the monetary policy influ-
ences economic activity. Monetary policy also can suf-
fer from cyclical asymmetry by being more influential in
controlling inflation than 'in preventing recession. There
have been debates about whether there should be more
or less discretion in the conduct of monetary policy and
the adoption of inflation targeting.

The final section on the “Big Picture” is short but impor-
tant. Figure 33.6 gives you an overview of the economic
factors and government policies that affect aggregate de-
mand and aggregate supply. It summarizes much of the
economic theory and policy that have been discussed in
this chapter and the eight chapters that preceded it.

B CHECKLIST

When you have studied this chapter you should be able to

0O Explain what interest is and why it is important.

{1 Give a definition of the transactions demand for

money.
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D Give a definition of the asset demand for money.,

O Mustrate graphically how the transactions and asset
demands for money combine to form the ot demand
for money.

O Describe the market for money and what determines
the equilibrium rate of intsrest,

O Expiain how changes in nominal GDP andin the money
Supply affect the interest.rate,

O Mustrate with an example how disequilibrium in the market
for money is corrected through changes in bong prices.

L1 List the important assets and liabilities of the Federal
Reserve Banks.
O Identify the four tools of Mmonetary palicy,
Ul Explain how the Federal Reserve can expand the
maoney supply by buying government securities from com-
mercial banks and from the public.
O Explain how the Federal Reserve can contract the
money supply by selling government securities to com-
marcial banks and to the public. :
O Desctibe how raising or lowering the reserve ratio can
increase or decrease the money supply.
& Hustrate how raising or lowering the discount rate can
increase or decrease the money supply.
0 Explain how the Federal Reserve uses the term auc-
tion faciiity to alter bank reserves and bank lending.
0O Discuss the relative importance of monetary policy
tools,
0} Explain how the Federal Reserve uses monetary policy
to target the Federal funds rate.
0 Describe the actions the Fed can take to pursue an
expansionary monetary policy.
O Desctibe the relationship between the Federal funds
rate and the prime interest rate. :
0 Describe the actions the Fed ean take to pursue a
restrictive monetary policy.
I Explain the Taylor rule and its implications for monetary
policy.
O Draw the demand-for-money and the supply-of-money
curves and use them to show how a change in the supply of
money will affect the interest rate in the market for money.
0 Draw an investment demand curve to expiain the effects
of changes in the interest rate on investment spending.
O Construct an aggregate supply and aggregate demand
graph to show how aggregate demand and the equilibrium
level of GDP are affected by changes in interest rates and
investment spending.

£} Use a cause-effect chain to explain the links between

B CHAPTER QUTLINE

1. The fundamental goai of monetary pojiey is to
achieve and maintain price stability, fuli employment, and
économic growth. The Federal Reserve can accomplish 1
this goal by exercising control over the amount of excess
reserves held by commercial banks, and thereby influenc- §
ing the size of the money suppily and the total ieve! of 3
spending in the economy,

2. Interest is the price paid for the uge of money. Al- 4
though there are many interest rates, the text uses the |
generic term “interest rate” for the purposes of this chap-
ter. This interest rate i3 determined by demand and supply §
in the market for money, 3

a. Business firms and households wish to hold and, }
therefore, demangd money for two reasons. ;
(1) Because theyuse money as a medium of exchange,

they have a transactions demand for money that is |
directly related to the nominal gross domestic product

{GDP} of the economy. .

(2) Because they also use money as a store of value,

they have an asset demandfor money that is inversely
related to the rate of interest, 4
(3) Their total demand for money is the sum of the }
transactions demand and asset demand for money,
b. In the market for money, the demand for money |
and the supply of money determine the equilibrium
interest rate. Graphically, the demand for money is a F
downsloping line and the supply of mbney is a vertica|
line, and their intersection determines the equilibrium

interest rate. 7

¢. Disequilibrium in this market is corrected by changes §

in bond prices and their inverse relationship with inter- 3

est rates. - :

(1} If there is a decrease in the money supply, there 3

will be a shortage of money, so bonds will be sold to 1

obtain money. The increase in supply of bonds will :

drive down bond prices, causing interest rates to rise
until the shortage of money is eliminated.

(2) if there is an increase in the money supply, there A

will be a surplus of money, so bonds will be bought. }

The increased demand for bonds will drive up bond 4

prices, causing interest rates to fall until the surplus §

of money is eliminated. ' . g

3. By examining the Consolidated balance sheet and
the principal assets and liabilities of the Federal Reserve 4
Banks, an understanding of the ways the Federal Reserve E
Can controi and influence the feserves of commercial
banks and the money supply can be obtained.

a. The principal assets of the Federal Reserve Banks i
are U.S. government securities and loans o commer- j
cial banks.
b. The principal liabilities are Federal Reserve Notes
(outstanding), the reserve deposits of commerciai 3
banks, and U.S, Treasury deposits. :

a change in the money supply and a change in the equi-
librium level of GDP when there is an expansionary mon-
etary policy and a restrictive monetary policy,

[0 List several advantages of manetary policy over fiscal
policy. -

U Evaluate recent monetary policy in the United States.
O Describe two problems or complications of monetary
policy.

0O Summarize the key factors and policies affecting ag-
gregate supply and demand, and the levei of output,
employment, income, and prices in an economy using

. Figure 33.6. 4. The Federal Reserve Banks use four principal tool
V'O Explain the impact of the morigage dsbt crisis {Last {techniques or instruments) to control the reserves o
\,-"Word).
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a. The Federal Reserve can buy or sell government
securities through its open-market operations fo
change the excess reserves of banks and thus the
lending ability of the banking system.

(1) Buying government securities in the open market
from either banks or the public increases the excess
reserves of banks,

(2) Selfing government securities in the open market
to either banks or the public decreases the excess
reserves of banks,

b. The Federal Reserve can rajse or lowerthe reserve
ratio.

{1) Raising the reserve ratio decreases the excess
reserves of banks and the size of the monetary
(checkable-deposit) multiplier.

(2) Lowering the reserve ratio increases the ex-
cess reserves of banks-and the size of the monetary
multiplier.

c¢. The Federal Reserve can raise orlowerthe discount
rate, Raising the discount rate discourages banks from
barrowing reserves from the Fed. Lowering the discount
rate encourages banks to borrow from the Fed.

d. The Federal Reserve can auction off to banks the
right o borrow reserves for a set period of fime (usu-
ally 28 days) through its term auction faciiity. Banks
submit bids for the amount of desired reserves and the
interest rate they would pay for them. The equilibrium
interest rate is the lowest rate that brings the quantity
demanded and quantity supplied of reserves into bal-
ance. The use of such auctions by the Federal Reserve
Increases the excess reserves of banks. .

e. Of the four main monetary tools, open-markst op-
erations is the most lmponant because it is the most
flexible and direct.

" 5. The Federal funds rate, the interest rate that
"banks charge edch other for overnight loans of excéss
“reserves, is a focus of monetary policy. The Federal
: Reserve can influence the Federal funds rate by buying
or selling government securities. When the Federal Re-
“serve buys bonds, banks have more excess reserves
to lend overnight so the Federal funds rate falls. Con-
“Versely, when the Federal Reserve sells bonds, banks
‘have fewer excess reserves to lend overnight so the
Federal funds rate rises. A graph of the market for
Federal funds has the interest rate on the vertical axis
-and the quantity of reserves on the horizontat axis. The
- demand for reserves is a downsloping demand curve.
The supply of reserves is a horizontal line at the desired
1ate because the supply of reserves is set by the Federal
Reserve. _ o
a. An expansionary monetary policy can be imple-
mented by actions of the Federal Reserve to buy
" government securities in open-market operations to
lower the Federal funds rate. This policy expands the
% money supply, putting downward pressure on other in-
i terest rates, and helps to stimulate aggregate demand.
., The prime inferest rate is the benchmark rate that
* banks use to decide on the interest rate for loans to
* businesses and individuals; it rises and falls wnh the
+ Federal funds rate.
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b. A restrictive monetary policy can be implemenited
by actions of the Federal Reserve to sell government
securities in open-market operations that raises the
Federal funds rate. This policy contracts the money
supply, putting upward pressure on other interest rates,
and helps to reduce aggregate demand to maintain a
stable price level.

¢. The Federal Reserve does not target inflation
or follow a monetary rule, but it does appear to be
guided by a rule of thumb called the Taylor rule,
which specifies conditions for raising and lowering
the Federal funds rate based on the current rate of
inflation and the relationship between potential and
real GDP. For. example, when real GDP equals po-
tential GDP and the inflation rate is at its Fed target
rate of 2 percent, then the Federal funds rate should
be 4 percent (or a 2 percent real rate). If real GDP
should rise by 1 percent above potential GDP, the
real Federal funds rate should increase by half a
percentage point. Conversely, if real GDP should fall
by 1 percent below potential GDP, the real Federal
funds rate should decrease by half a percentage
pomt

6. Monetary policy affects the equilibrium GDP in many
ways.
a. The cause-effect chain goes from the money market
to investment spending to equilibrium GDP (see text
Figure 33.5).
{1} in the market for meney; the demand curve for
- money and the supply curve of money. determrne the
real interest rate.
(2) This rate of interest in turn determines investment
spending.
{3) Investment spendrng then affects aggregate de-
mand and the equilibrium’ levels. of rea[ output and
prices,
b. If recession or slow economic -growth is a major
problem, the Federal Reserve can institute an expan-
sionary monetary policy that increases the money sup-
ply, causing the interest rate to fall and investment
spending to increase, thereby increasing aggregate
demand and increasing real GDP by a multiple of the
increase in investment. ‘
c. If inflation is the problem, the Federal Reserve can
adopt a restrictive monetary policy that decreases the
money supply, causing the interest rate to rise and
investment spending to decrease, thereby reducing
aggregate demand and contrelling inflation.

7. Monetary policy is considered more important and
valuable for stabilizing the nafional economy because
of its several advantages over fiscal policy: it is quicker
and more ftexible; and it is more protected from political
pressure.

a. Recent U.8. monetary policy has been expan-
sionary and restrictive In response to goncerns
about recession and inflation (see Figure 33.4 in the
textbook). .
(1) In late 2000 to late 2002, the Federal Ressrve
reduced the Federal funds rate to counter an economic
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slowdown and recession during that period. The rate
-~was cut again in 2007 in response lo the mortgage
debt crisis and a term auction facmty was initiated in
December 2007 to increase the reserves of commer-
cial banks.

(2) To curail inflation, the Federal funds rate was
raised from 1898 to late 2000. The rate was also raised
from mid-2004 through mid-2008 to contain expected
inflation.

b. There are limitations and real-world complications
with monetary policy in spite of its successes over the
years.

(1) It is subject to a recognition lag between the time
the need for the policy is recognized and also an op-
erations lag that occurs between the time the policy
is implemented and it begins to influence economic
activity.

(2) There is a eyeclical asymmetry with monetary
policy: A restrictive monetary policy works better than
an expansionary monetary policy. A resirictive policy
seems to work better because the Federal Reserve
can easily withdraw and absorb excess reserves from
banks and curiail economic activity. An expansionary
policy may not work because even when the Federal
Reserve makes more reserves available to banks, the
economic conditions of recession or slow growth may
‘make husinesses hesitant to increase their borrowing
and increase their investment spending. '

8. The “big picture” of macroeconomics shows. that
the equilibrium levels of output, employment, income, and
prices are determined by the interaction of aggregate sup-
ply -and-aggregate demand.

a. There are four expenditure components of aggre-

" gate-demand: ¢onsumption, investment, government

spending, and net export spending.
b. There are three major componerits of aggregate
supply: the prices of inputs or resources, factors af-

. fecting the productivity with which resources are used,

-and the legal and institutional environment.

¢. Fiscal, monetary, or other government policies may
have an'effect on the components of aggregate de-
mand or supply, which in turn will affect the:level of

" . output, employment, income, and prices.

9. (Last Word). The morigage debt crisis that began
in 2007 required the Federal Reserve to take major ac-
tions to increase bank reserves to contain the financial
disarray and stabilize the economy. The-crisis started
from defaults on subprime mortgages that had been
packaged as bonds and sold as investments to banks
and other financial institutions as creditworthy debt.
The defaults produced losses that reduced bank re-
serves. The Federal Reserve responded to the financial
crisis by serving as the lender of last resort for banks
and lowering the discount rate, by introducing a term
auction facility to auction off more reserves for banks,
and by reducing the Federal funds rate. Such-actions

- were designed to increase aggregate demand and help

the economy counter an economic siowdown and pos-
sible recession.

B HINTS AND TIPS

1., Spend extra time learning how the total demand f
money is determined {see Figure 33.1 in the text). The t
tal demand for money is composed of the transactions
the asset demands for money. The fransactions dem
for money is influenced by the level of nominal GDP
is not affected by the interest rate, so it is graphed
verfical line. The asset demand for money is affectes
by the interest rate, so it is graphed as a downslop
curve. The total demand for money is also graphed
downsloping curve because of the influence of the-
demand, but the curve is shifted farther to the righ
the asset demand curve because of the influence of:
transactlons demand. :

2, One of the most difficult concepts to understands
the inverse relationship between bond prices and in
rates. The simple explanation is that interest yield fro
bond is the ratio of the fixed annual interest payment ]
kond price. The numerator is fixed, but the deno
(bond price) is variable. If the bond price falls, the
yield on the borid rises because the fixed annual
payment is being dividéd by a smaller denominator,

3. To acquire a thorough knowledge of how the F
Reserve fransactions affect required reserves, exce:
serves, the actual money supply, and the potential i
supply, carefully study the balance sheets that are
to explain these transactions. The items to watch-are;
reserves and checkable deposits. Be sure that you:kn
why a change is made in each balance sheet; ar
able to make the appropriate balance-sheet entries &
trace through the effects of each transaction. Prob
in this chapter provides -additional practice.

4. You must understand and remember the ¢:
effect chatn of monetary policy. The best way £
it is to draw your own chain (graphs) that show
for an expansionary monetary policy and for a
monetary policy as in Figure 33.5. Then check
for how monetary policy can be used to counter
or limit mflatlon using Table 33.3 in the text

5. The smgle most important figure for a “big plctufe
the macroeconomics part of the textbook is Figu
it reviews and summarizes the determinants of agi
supply and demand and identifies the key policy vi
that have been discussed in this chapter and
chapters.

B IMPORTANT TERMS

Cy

monetary policy
transactions demand
asset demand

total demand for money
reserve ratio Taylor rule
discount rate .
term auction facility
Federal funds rate

expansionary
monetary pohcy

prime interest rate-
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ratio. were 25%, the supply of money would immediately

_be reduced by $ , the reserves of com-

mercial banks would be reduced by $ e
and the excess reserves of the banks would be reduced

by $, 7 - But if these bonds were sold to
the comrriercial banks, the supply of money would imme-

diately be reduced by $

_, the reserves of -

the banks would be reduced by $ . _, and
the excess reserves of the banks would be reduced by

g ‘

9. Ah increase in the reserve ratio will (increase, do-

crease) the size of the monetary mu-

tiplier and the’ excess teserves held
by.commercial banks, thus causing the money supply to .

(indrease, decrease)

.. Adscreasein the
reserve ratio will (increase, decrease)

the size of the' monetary multiplier and’_ _
the excess reserves held by commercial banks, ‘thiis
causing the money supply to (increase, decrease)

10. If the Federal Reserve Banks wére to lower the
discount rate, commercial banks would tend to borrow

{more, less)" _from them, and this would

{increase, decrease)
serves,

their excess re-

1. A fourth tool the Federal Reserve can use, for. al-
tering the excess resgives. of banks is the (Taylor rule,
term alction facility) - With this tool,
the Federal Reserve &pecifies the amount of reserves
banks can (lend, barrow) __ for a specific
period of time; and then banks submit bids- stating the
amount of reserves they want and the (exchange, interest)

o G rate they will pay. The "ratg_fquall re-
sérves is set'at the {towest, highiest). ot it A0y
rate bid by a bank that also ensures all available reserves
will.be taken by the banks, - e

Lo

12. The interest rate that banks charge one another for
overnight loans is the (prime " interest, Federal fl'mds)

. rate, but the rate banksuse as
a benchmark for setting interest rates on joans is the

rate. The (prime interest, Federal

funds) —rate is the focus of the monetary

policy of the Federal Reserve.

13. An - expansionary monetary _policy. would., be
characterized by actions of ‘the Federal Reserve to

(increase, decrease)

the discount
—. reserve ratios, and (buy, .sell)
government' bonds, whersas 2

rate,

[ ; .
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restrictive monetary policy would include actions taken

to (increase, decrease) the discount

rate, reserve ratios, and (buy, sell)
government bonds.

14. There is a cause-effect chain of monetary policy.

a, In the market for money, the demand for and the
supply of money determine the equilibrium rate of

(discount, intergst)

b. This rate in turn determines the level of (government,
investiment) spending based on the
demand curve.

¢. This spending in turn affects aggregéte (demand,

supply) , and the intersection of ag-
gregate supply and demand determines the equilibrium

level of real (interest, GDP) and the

(discount, price) level,

15. This cause-effect chain can be illustrated with
examples.

a. When there is an increase in the money sup-
Ply curve, the real interest rate will (increase, de-

crease)

, investment spending will

. aggregate demand will (increase,
. and real GDP will

_ decrease)

b. When there is a decrease in the money sup-
ply curve, the real interest rate will (increase, de-

crease)

, Investment spending will
» aggregate demand will (increase,
, and real GDP will

decrease) -

16. To eliminate inflationary pressures in the economy,
the traditional view holds that the monetary authority

should seek to (increase, decrease)
the reserves of commercial banks; this would tend to

the money supply and to (increase,

decrease) the rate of interest, and
this.in turn would cause investment spending, aggregate

demand, and GDP to . This action by
monetary authorities would be considered (an easy, a

tight)
17. li there were a serious problem with economic growth

and unemployment in the economy, the Federal Resetve
wolld typically pursue (an expansionary, a restrictive)

monetary poliey, in which case the

Federal Reserve would (buy, sell)
government bonds as a way of (increasing, decreasing)

money policy.

: g
- 6. The securities owned by the Federal Reserve Banks .
-are almost entirely U.S. government bonds.

the money supply, and there
interest rates; these events would have
the effect of (increasing, decreasing)

investment spending and thus
GDF.

18. Anincrease in the money supply will shift the aggregate
(supply, demand)

curve to the (right, left)
. A decrease in the money supply \A‘i"f}
shift the aggregate (supply, demand) ' '
curve to the (right, left) . If the marginai .-
propensity to consume is -75, then the muitiplier will be
) :
of $10 billion will (increase, decrease)

aggregate demand by ($30, $40)
billion.

» an initial increase in investmerit

. i
—_——— e

19. Monetary - policy has strengths. Compared to fis 3
cal policy, monetary policy is speedier and (more, less)
flexible, and iso- )
lated from political pressure. Since 1990, the Federal
Reserve has been successful in countering recession by &

(raising, lowering) the Federal funds §
rate, and it has been successful-in limiting inflation by .:;'.

the Federal funds rate.,

20. Monetary policy has shortcomings and problems, too

ltmay be subject to tirﬁing (limits, lags) L
that occur between the time a need is recognized and -3
the policy takes effect. It may be more effective in coun- 4

teracting ({recession, inflation) than

B TRUE-FALSE QUESTIONS

Circle T if the statement is true, F if it is false.

1. The goal of monetary policy is to lower interest
rates, T F 3

2. There is a transactions demand for money because
households and business firms use money as a store of -3
value, T'F 4

3. An increase in.the price level would increase the
transactions demand for money. T F '3

4. An increase in the nominal GDP, other things
remaining the same, will increase both the. total demarid 4
for money and the equilibrium rate of interest in the
economy. T.F 4

5. Bond prices and interest rates are inversely re- 3
lated. ' TF -:7

T F 3
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7. If the Federal Reserve Banks buy $15 in government
securities from the public in the open market, the effect will
be to increase the excess reserves of commercial banks

by $15. . . TF.

8. When the Federal Reserve sells securities in the open
market, the price of these securities falls. T F

8. A change in the reserve ratio will affect the muitiple
by which the banking system can create money, but it
will not affect the actual or excess reserves of member
banks. : TF

.10. An increase in the required reserve ratio will increase
the iending capacity of banks. , T F

1. If the reserve ratio is lowered, some required reserves
are turned into excess reserves. T F

12. When commercial banks borrow from the Federal
Reserve Banks at the discount rate, they increase
their excess reserves and their money-creating
potential. . T F

13. The Federal Reserve uses the term auction factlity
to increase the money supply by auctioning off a specific
amount of reserves that banks can borrow for a short time
petiod. ‘ TF
14. The least effective and least used tool of monetary

policy is the open-market operations, in which government
securities are bought and sold. . * T F

15. The Federal Reserve announces its changes in

monetary' policy by changing its targets for the Federal
funds rate. T F

16. To increase the'Federal funds rate, the Federal Re-
serve buys bonds in the open market to increase the
excess reserves of banks. T F

17. The prime interest rate is the rate that banks charge
other banks for overnight loans of excess reserves at
Federal Reserve banks. TF

18. If the monetary authority wished to follow a restrictive
monetary policy, it would seil government securities in the
open market. T F

19. The Taylor rule provides a rule of thumb that is used

“for calculating the target that the Federal Reserve is likely

-1o set for the Federal funds rate. oo T F

20. In the cause-effect chain, an expansionary menetary
policy increases the money supply, decreases the inter-
est rate, increases investment spending, and increases

™ aggregate demand. , T F

21. A restrictive monétary policy is designed to correct a
problem of high unemployment and sluggish economic
growth, . ’ T F

22. It is generally agreed that fiscal policy is more effec-
tive than monetary policy in controlling the business cycle
because fiscal policy is more flexible. = T F

23, Monetary policy is subject to more political pressure
than fiscal policy. T E

* hoid for transactions Is equal to
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24. Monetary policy is limited by a time lag that
from when the problem is recognized to whenthe Bl
becomes operational. - inf i

25. An expansionary monetary policy suffers
can lead a horse to water, but you can’t mak
drink" problem. -

M MULTIPLE-CHOICE QUESTIONS

Circle the letter that corresponds o the bejst

1. The organization directly responsible for
policy in the United States is the e
(a) U.S. Treasury
(b) Federal Reserve
{e) Internal Revenue Service
(d) Congress of the United States

2. If the dollars held for transactions purpose
the average, spent five times a year for final’
services, then the quantity of money peaple wi

{(a) five times the nominal GDP
" (b) 20% of the nominal GDP

(¢) five divided by the nominal GDP

(d) 20% divided by the nominal GDP: = ...

3. There is an asset demand for money beca
is ‘ -

(a) a store of value

{b) a measure of value

{c) a medium of exchange

(d) a standard of deferred payment
4. An increase in the rate of interest would in 64
(a) the opportunity cost of holding money %%
(b) the transactions demand for money
(c) the asset demand for monegy

{d) the prices of bonds

Use the following information and table below:
Questions 5 and 6. Suppose the transactions deé
money is equal to 10% of the nominal GDP thes P‘
money is $450 bilfion, and the asset demand .
is that shown in the table.

Interest Asset deman

Rate ) {billions) . .
14% . $100
13 150
12 - 200, ..
11 ' 250 ., :

5. If the nominal GDP is $3000 billion, the :eq
interest rate is ) o
(a) 14%
{b) 13%
(c) 12%
(dy 11%

6. If the nominal GDP remains constant at $30008 litem
an increase in the money supply from $450 billion’to $500)
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billion would cause the equilibrium interest rate to
(a) rise to 14%
(b) fallto 11%
(c) fall to 12%
{d) remain unchanged .

7. The total quantity of money demanded is
(a) directly related to nominal GDP and the rate of
interest - '
(b) directly related to nominal GDP and inversely
related to the rate of interest
{c) inversely related to nominal GDP and directly
related to the rate of interest .
(d) inversely related to nominal GDP and the rate of
interest

8. The stock of money is determined by the Federal
Reserve System and does not change when the interest -
rate changes; therefore the

(a) supply of money curve is downward sloping
(b) demand for money curve is downward sloping
(c) supply of money curve is upward sloping

(d) supply of money curve is vertical

9. Which one of the foliowing points would be true?
(a) Bond prices and the interest rate are directly
related. : .
(b) A lower interest rate ralses the opportunity cost of
holding money. .
{€) The supply of money Is directly related to the inter-
est rate. .
(d} The total demand for money is inversely related to
the interest rate.

Answer Questions 10 and 11 on the basis of the following in-
formation: Bond price = $10,000; bond fixed annual interest
payment = $1000; bond annual rate of interest = 10%.

-10. If the price of this bond decreases by $2500, the inter-
est rate in effect will -

(a) decrease by 1.1 percentage points

(b) decrease by 1.9 percentage points

{c) increase by 2.6 percentage poinis

(d) increase by 3.3 percentage points

11. It the price of this bond increases by $2000, the inter-
est rate in effect will

(a) decrease by 1.7 percentage points

(b) decrease by 2.4 percentage points

(c) increase by 1.1 percentage points

(d} increase by 2.9 percentage points
12, The largest single assetinthe Federal Reserve Banks'
consolidated balance sheet is

(a) securities '

(b} the reserves of commercial banks

(c) Federal Reserve Notes

(d) loans to commercial banks

13. The largest single lability. of the Federal Reserve
Banks is c

(a) securities

(b) the reserves of commercial banks

(c) Federal Reserve Notes

(d) loans to commetcial banks

14. Assume thatthere is a 209 reserve ratio and that {58
Federal Reserve buys $100 million worth of governm
securities. If the securities are purchased from the pu
, this action has the potential to increase bank lending
a maximum of '
{a) $500 million, but only by $400 million if
securities are purchased directly from comme
banks :
(b) $400 million, but by $500 miliion if the securitie
are purchased direcly from commerciai banks
(c) $500 mitlion, and also by $500 million if
securities are purchased dirgctly from comme
hanks
- (d) $400 million, and also by $400 million if the secl
ties are purchased directly from commercial bank

15, Assuming that the Federal Reserve Banks sell $26!
million in government securities to commercial banks afid]

the reserve ratio is 20%, then the effect will be .1
(a) to reduce the actual supply of money by $
million i
{b) to reduce the actual supply of money by
million )
(c) to reduce the potential money supply by $
rillion
(d) to reduce the potential money supply by $100

million .

16. Lowering the reserve ratio
{a) changes required reserves to excess reserves
. (b) increases the amount of excess reserves ba

must keep
{c) increases the discount rate

(d) decreases the discount rate . B

L2

47. Commercial bank borrowing from the Fed.e?eﬁ'-
Reserve ' e
(a) is not permitied because of the Federal Reserve3

Act o
(b) is permitted but only for banks that are bankrupti3

(c) decreases the excess reserves of commerci

banks and their ability to offer credit : !
(d) increases the excess reserves of commercils
banks and their ability to offer credit 3

18, Which is the most important control used by th,‘r
Federal Reserve to regulate the money supply? '1_;
(a) the reserve ratio
(b) open-market operations
{c) the discount rate
(d) term auction facility

19, The Federal funds rate is the rate that .
(a) banks charge for overnight use of excess reserves
held at the Federal Reserve banks i
(b) banks charge for loans to the most creditworthy,
customers
(c) the Federal Reserve charges for short-term loans
to commercial banks .
(d) is charged for government bonds sold in the open
market operations of the Federal Reserve
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20. When ‘the Federal Reserve Banks decide to buy
government bonds from banks and the public, the supply
of reserves in the Federal funds market
(a) increases and the Federal funds rate decreases
(b} decreases and the Federal funds rate decreases
* (¢) increases and the Federal funds rate increases’
(d) decreases and the Federal funds rate increases

1. When the Federal Fl_eserve uses open-market

operatiqns to reduce the Federal funds rate several fimes
over a year it is pursuing

(a) an expansionary monetary policy

(b) a restrictive monetary policy

(¢} a prime interest rate policy

(d) a discretionary fiscal policy

22. The economy is experiencing high unemployment and
a low. rate of economic growth and the Fed decides to
pursue an expansionary monetary policy. Which set of
actions by the Fed would be most consistent with this
policy?
(@) buying government securities and raising the
reserve ratio
{b) selling - government securities and raising the
discount rate )
(c) buying government securities and lowering the
reserve ratio '
"(d) selling government securltles and lowering the
discount rate

23. The economy is experzencmg inflation and the Federal
Reserve decides to pursue a restrictive monetary policy.
Which set of actions by the Fed would be most consistent
with this policy?
(a) buying government securities and Iowanng the
discount rate
(b) buying govemment securities and lowering the
reserve ratio
{c) seling government securities and raising the
discount rate
(d) selling government securities and lowering the
discount rate

24. In the chain of cause and effect between changes
in the excess reserves of commercial banks and the
resulting changes in output and employment in the
economy,
{a) an increase in excess reserves will decrease the
money supply
{b) a decrease in the money supply will increase the
rate of interest
(c) an increase in the rate of interest will increase ag-
™ gregate demand
(d) an increase in aggregate demand will decrease
output and employment

25. Which Is most likely to be affected by changes in the
rate of interest?

- (@) tax rates

(b} investment spending

. (c) government spending-

(d} the imports of the economy
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Use the folfowing graph to answer Questions 26 and 27,

Price level

1] Real domestic output

26. A shift from ADq to ADs would be most consistent
with
(a) an increase in the reserve ratio by the Federal
Heserve ,
(b) an increase in the discount rate by the Federal
Reserve .
{c) the buying of securities by the Federal Reserve
{(d) the selling of securities by the Federal Reserve

27. Assume that the Federal Reserve lowers interest
rates to increase investment spending. This monetary
policy is most likely to shift

(a) ADj to AD,

(b) AD; to AD4

{c) ADg to ADy

(d) AD, o AD4

28. Avrestrictive monetary policy would be most consistent
with !
(a) a decrease in the Federal funds rate and a de-
crease in the money supply
(b) a decrease in the Federal funds rate and an in-
crease in the money supply
(c) an increase in the Federal funds rate and a de-
crease in the money supply
{d) an Increase in the Federal funds rate and an in-
crease in the money supply

29. Assume that monetary policy increases interest rates

- and results in a decrease in investment spending of $5

billion.- If the marginal propensity to consume is .80, then
aggregate demand is most likely to .
(a) increase by $5 billion
(b) decrease by $5 billion
{c) increase by $25 billion
{d) decrease by $25 billion

. 30. Assume the Fed creates excess reserves, hut the

policy does not encourage banks to make loans and thus
increase the money supply. This situation is a problem of
(a) a restrictive monetary policy
{b) cyclical asymmetry
{c) using a Taylor rule
(d) targsting the Federal funds rate
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B PROBLEMS '

1. The total demand for money is equal to the transac-

tions demand plus the asset demand for money.

a. Assume each dollar held for transactions purposes
is spent (on the average) four times per year to buy
final goods and services.

{1) This means that transactions demand for money will

be equal to (what fraction or percent)
of the nominal GDP, and,
(2) if the nominal GDP is $2000 biliion, the transac-

tions demand will be § billion.

b. The following table shows the number of dollars de-
manded for asset purposes at each rate of interest.
(1) Given the transactions demand for money in
{a), complete the table.

Amount of money demanded

(billions)
interest For asaet
rate purposes Total
16% $ 20 %
14 . 40
12 60
10 80
8 100 -
6 120
4 140

(2) On the following graph, plot the total demand for
money {Dp,) at each rate of interest.

‘rate of interest is %.
. d. Should the money supply
*(1) increase to $600 billion, the equmbrlum mt

2. Suppose a bond with no expiration date pays a fix
$500 annually and sells for its face vaiue of $5000..

c. Assume the money supply (Sm) is $580 bili
(1) Plot this money supply on the graph.
{2) Using either the graph or the table, the equj

would (rise, falf) __ to
(2) decrease to $540 billion, the equilibrium intérés

would to
e. If the nominal GDP
(1) increased by $80 billion, the total - dema

money would (increase, decrease)

by $ billion at each rate of int
and the equilibrium rate of interest would (ris

by - %.
(2) decreased by $120 billion, the toial d

for money would by $

billion Iat each rate of interest and
equilibrium interest rate wouid
by %.

a. Complete the table at the top of the next co
and calculate the interest rate (to one decimal place
that would be obtained from the bond when the boﬁ
price is given or caleulate the bond price when- 1HS

interest rate is given,

Rate of Interest {percent)

0 Amount of money demand (D}, supplied (S,,)
{blllions of dollars)
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Bond price . " Interest rate a. To increase the supply of money by $100,tthe Fed

$4000 - : —% coutd (buy, sel!) securities worth
$’—_—500 0 n.o $ in the open market. -
25500 : - " b, To decrease the supply of money by $50, the Fed
s - a0 could (buy, sell) ' SEQUritie§ worth
. % in the open market.
. b. Based on the results of the table, as the price In- ’
creases on a bond with a fixed annual payment, the 4. At the bottom of the page are the consoljdated
interest yield on the bond {(decreases, increases) balance sheeis of the Federal Reserve and. of the

commercial banks. Assume that the reserve ratio for

, but when the price of a bond de- . . ; )
commercial banks is 25%, that cash is nota part-of a

creases, the interest yield Given bank's legal reserve, and that the figures in cofumn 1
this situation In an economy, you can conclude that show the balance sheets of the Federal Reserve and
a higher price for bonds (increases, decreases) the commercial banks prior to each of the following five
interest rates and that a lower price transactions. Place the new balance sheet figures in
. the appropriate columns and complete A, B, C, D, and i \
forbonds ___ . interestrales. E in these columns. Do nof use the figures you place h‘
. . in columns 2 through 5 when you work the next part \ ‘
3. Assume that the following consolidated balance sheet of the problem; start all parts of the probiem with the !
is for all commerclal banks. Assume also that the required printed figures in column 1. I
reserve ratio is 25% and that cash is not a part of the 2. The Federal RReserve Banks sell $3 In securities to |
commercial banks' legal reserve. the public, which pays by check (column 2). !
_ b. The Federal Reserve Banks buy $4 in securities |
Assets Liabilities from the commercial banks (column 3}
. ¢. The Federal Reserve Banks lower the required re- h
Cash § 50 Checkable deposits $400 serve ratio for commercial banks to 20% (column 4). :
Reserves 100 Loans from Federal d. The U.S. Treasury buys $5 worth of goods from U.S. \
Loans 150 Reserve 25 anufacturers and pays the manufacturers by checks
Securities - 200 Net-worth ‘ 75 drawn on its accounts at the Federal Reserve Banks ;
$ 500 $500 (column 5). ' }'
|
:
) @ @ @ 6 ®) j
Federal Reserve Banks E
Assels: . -
Gold certificates o $25 g & __ S N— $_
Securities e _ 30 - - _— [P p—
Loans to commercial banks 10 I I I - R
Liabflities:
feserves of commercial banks 200 . I T o .
Treasury deposiis 5 _ P —_ —_— -
Federal Reserve Noles 10 - - —_ - N
Commercial Banks '
Assels: - : ' : 1
Reserves $ 50 $ $ s 5 $_ !‘
Secuiities - 70 . — . — i
Loans ' - .90 . S R R e :
Liabilities: : . . |
Checkable deposits 200
Loans from Federal Reserve ) 10

A. Required reserves

B. Excess resenves

! ¢. How much has the money supply changed?

l".-‘ D. How much more ¢an the maney supply change?
‘' E.What is the total of C and D?

i
SiaEn
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e. Because the Federal Reserve Banks have raised
the discount rate, commercial banks repay $6 which
they owe to the Federal Reserve {column ).

5. On the following graph is the demand-for-money
curve that shows the amounts of money consumers and
firms wish to hold at various rates of interest (when the
nominal GDP in the economy is given).

10 -
AN
B
\\‘
N
8 \
h N
\\‘
N
g 6 AN
< o
® AN
% N
8 N
£ kN
E 4
2
0 106 200 300 400 500

Quantity of money demanded
and supplied (billions of dolfars)

a. Suppose the supply of money is equal to $300 billion.
(1) Draw the supply-of-rneney curve on the above graph.
(2) The equilibrium rate of interest in the economy

is Y.
b. Below is a graph of an investment demand curve

which shows the amounts of planned investment at
various rates of interest. '

10

o
4

N
L

Interest rate (%)
/

0 10 20 30 40 50
Investment (billions of dollars}

Given your answer io (2) above, how muc
will investors plan to spend for capital goods?

$ billion,
¢. The following figure shows the aggregate supply (Ag)’
curve in this economy. On the graph, draw an aggregate?
demand curve (ADy) so that it crosses the AS in the mid§
dle of the curve. Label the price level (Py) and oulput leve)?
(Qy) associated with the intersection of AD; and AS.

-

Price ievel

Real domestic product, GDP

d. Now assume that monetary authorities increase the 4
money supply to $400. 4
(1) On the market for maoney graph, plot the new 3
money supply curve. The new equilibrium interest rate -
is %. E
(2) On the investment graph, determine the level of
investment spending that is associated with this new 3

interest rate: $ biilion. By how much
has investment spending increased as a result of
the change in the interest rate? §
billion. -3
(3) Assume that the marginal propensity to consume
Is .76. What is the multiplier? By i
how much wili the new investment spending increase '

aggregate demand? $ billion. \
(4) On the previous figure, indicate how the change &
in investment spending affects aggregate demand. 3
Draw a new aggregate demand curve (AD,) so that it
crosses the AS curve. Also label the new price level

(P2) and output level (Qe} associated with the intersec-
tion of AD, and AS.

6. Columns 1 and 2 of the following table show the aggre- - 1
gate supply schedule. (The price level is a price index, and
real domestic output is measured in billions of dollars.)

{1) 2 (3) (4)
Price level Real output AD, AD,
110 1600 1800
120 1700 1700 .
130 1780 1600 .
140 1800 1500 -
150 1940 1400 -
160 2000 1300 _




a, If the aggregate demand schedule were that shown
in columns 1 and 3, the equilibrium real domestic out-
put would be $ biltion and the price level
would be . T

b. Now assume that the Federal Reserve took actions
to lower the Federal funds rate, and these actions in-
creased invesiment spending in this economy by $60
billion. Also assume that the marginal propensity to
cohsume in the economy was .8. How much would

aggregate demand increase?. $

pililon - .

¢. In column 4, enter this amount of increase in real
domestic output at each price level to define the new
AD schedule (ADz).

d. What is the new equilibrium real domestic output?

$ . billion. And the new price level?

e ——

@ SHORT ANSWER AND ESSAY QUESTIONS

1. What is the basic goal of monetary policy?

2. What are the two reasons people wish to hold meney?
How are these two reasons related to the functions of
money? '

3, Explainthe determinant of each of the two demands for
money and how a change in the size of these determinants
will affect the amount of money people wish 10 hold.

4. The rate of interest is a price. Of what good or service
is it the price? Explainhow demand and supply determine
this price. ‘

5. Describe how changes in bond prices correct disequi-.
librium in the market for money. What is the relationship
between bond prices and interest rates?

6. What are the important assets and liabilities of the
Eederal Reserve Banks?
7. Explain how the four monetary policy tools of the

Federal Reserve Banks would be used 1o contract the
supply of money. How would they be used to expand the

supply of money?

8. What is the difference between the effects of the

Federal Reserve's buying (selling) government securities
in the open market from (to) commerciat banks and from

(to) the Public?

g. Which of the monetary policy tools available to
the Federal Reserve is most effeciive? Why is it more
important than othet tools?

10. What happens to the Federal funds rate when the
Federal Reserve expands of contracts the money supply
. through open-market operations? -

i . '

L M. Whatarethecharacteristicsofanexpansipnarymonetary
tpolicy? How ddes the Federal Reserve implement such
}pol':cies? :

INTEREST RATES AND MONETARY POLICY a1

12. What are the characteristics of a restrictive monstary
policy? How does the Federal Reserve implement such
policies?

13. What is the Taylor rule and how is it used?

14. Using four graphs, explain what determines (a) the
equilibrium interest rate, {b) investment spending, and ()
the equilibrium GDP. Now use these four graphs to show
the effects of a decrease in the money supply upon the

equilibrium GDP..

15. Why are changes in the rate of interest more likely
to  affect investment spending than consumption and
saving? ' .
16. What policies will the Federal Reserve use 10 counter
inflation, ot unemployment and recession? Describe the

effects on bank reserves, the money supply, interest rates,
investment spending, aggregate demand, and real GDP

from each policy.
17. What are the major strengths of monetary policy?

18. Discuss how monetary policy has been used to
counter recession and limit inflation since the 1990s.

19, How do lags affect monetary policy?

20. What is meant by cyclical agymmetry and how does
it apply to monetary policy?

ANSWERS

Chapter 33 Interest Rates and Monetary Policy
FILL-IN QUESTIONS '

1. price lavel, full ‘

2. directly, nominal GDP, inversely, the rate of interest’

3. demand, supply, interest rate .

4. decrease, increase, increase, decrease

5. government securifies, loans to, Treasury deposits, re-
serves of, Federal Reserve Notes

6. open, reserve, discount,. auction, open-market operations '
7. increase, decrease )
8. 10 million, 10 miliion, 7.5 million, 0, 10 million, 10 million

9. decrease, decrease, decrease, increase, increase,
increase -

10. more, increase

11. term auction facility, borrow, interest, lowest

12. Federal funds, prime interest, Federal funds

13. decrease, decrease, buy, increase, increase, sell

14. a, interest; b. investment, invesiment; ¢. demand, GDP,
price o
15. a. decrease, increase, increase, increase; b. increase, de-
crease, decrease, decrease .
16. decrease, decrease, increase, decrease, a tight

17. an expansionary, huy, increasing, decreasing, increasing,
increasing -

8. demand, right, demand, left, 4, increase, %40

19, more, more, lowering, raising

20. lags, infiation, recession )
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TRUE-FALSE QUESTIONS

PROBLEMS

1. F, p. 660 14. F, pp. 669-670 1. a (1) 144 (25%), (2) 500; b. (1) 520, 540, 560, 580, §
2. F, p. 661 15. T, p. 670 620, 640; (2) see Figure 33.1 in the text for an example ¢ ]
3. T, p. 661 16. F, pp. 670-671 see Figure 33.1 in the text for an example (2) 10; d. (1) fall, 83
4. T, pp. 661663 17. F, pp. 671672 (2) rise, 14; e. (1) increase, 20, rise, 2, (2) decrease, 30, fa||'
5. T, p. 663 18. T, p. 672 2. a 12.5%, $4,545, 10.0%, 9.1%, $6,250; b. decreasdg
6. T, p. 664 18. T, pp. 672673 increases, decreases, increases
7. F, p. 665 ©20. T, pp. 674-676 3. a buy, 25; b. sel,, 12 1/2
8. T, p. 667 21. F, pp. 676678 4. See below
9. F, pp. 667668 22. F, p. 678 5. a.(2} 8; b. 20; c. see Figure 33.5 In text; d. (1) 6, (2) 30, 1§
10. F, pp. 667668 23. F, p. 678 (3) 4, 40, (4) see Figure 33.5 in text
1. T, p. 667 24, T, p. 679 6. a. 1700, 120; b. 300 (multiplier of 5 x $60 bllllO!'l.—- $30
12. T, pp. 668-669 25. T, pp. 679, 682 billion); ¢. 2100, 2000, 1900, 1800, 1700, 1600; d. 16800, 140
13. T, p. 669
MULTIPLE-CHOICE QUESTIONS SHORT ANSWER AND ESSAY QUESTIONS
1. b, p. 660 16. a, p. 667 1. p. 660 11. pp. 671-672
2. b, p. 661 17. d, p. 668 2. p. 661 12. p. 672
3. a, p. 661 18. b, pp. 669-670 3. p. 661 13. p. 673
4. a, p. 661 19. a, p.670 4. pp. 662-663 14. pp. 674—677
5. b, pp. 661-663 20. a, p. 671 5. p. 663 15. pp. 675-876
6. ¢, pp. 661663 21, a, pp. 671672 6. p. 664 16. pp. 676-678
7. b, pp. 661663 22. c, pp. 671, 676-677 7. pp. 666-669 17. p. 678
8. d, pp. 663, 674 23. ¢, pp. 672, 677-678 8. pp. 665-667 : 18. pp. 678-679
9. d, p. 663 24. b, pp. 674-675 9. pp. 669-670 19. pp. 679
10. d, p. 663 25. b, pp. 675-676 10. pp. 670-671 20. pp. 679, 682
11. a, p. 663 26. ¢, pp. 676677
12. a, p. 664 27. b, pp. 676-677
13 ¢, p. 664 28. c, p. 677
14. b, pp. 665666 29, d, p. 677
15. d, pp. 666667 30. b, p. 679 .
0] {3) @) (5) {6)
Federal Reserve Banks
Assels:

Gold certificates
Securities
Loans to commercial banks

Liabilities:
Reserves of commercial banks
Treasury deposils
Federal Reserve Notes

Assets:
Reserves
Securities
Loah‘sg

Liabifities:
Checkable deposits
Loans from Federal Reserve

A. Required reserves
B. Excess reserves

C. How much has the money supply changed?
.D. How much more can the money supply change?

“E. What is the total of C and D?

Commercial Banks

$25 $25 $25 $25 §25
27 34 30 30 30
10 10 10 10 4
47 54 50 55 44

5 5 5 0 5
10 10 10 10 10

$47 $ 54 $50 $ 55 $44
70 66 70 70 70
90 90 90 90 90

197 200 200 205 200
10 10 10 10 ' 4

49.25 50 40 51.25 50
—2.25 4 10 3.75 —B

~9 +18 +50 +15 24
12 +16 +50 +20 —24




